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Summary
This revised analysis takes stock of Montenegro’s progress in its transition to a market-oriented democracy.  Transition gaps against economic and democratic reform thresholds are examined first.  To help ensure that these reform gains are sustained, we next look to see if progress in economic performance (growth, stability, and structural change) and human capital (health, education, and vulnerable groups) is advancing towards plausible thresholds as well.  Country progress is compared against an illustrative phase-out threshold: progress of Romania, Bulgaria, and Croatia in 2006.  In addition, attention is given to key priorities of the USG mission in Podgorica; namely, trends pertaining to: (1) crime and corruption; (2) domestic (north-south) disparities; and (3) human capacity in Montenegro.  
Montenegro’s reform progress is close to Southern Tier CEE average on democratic reforms, though well below Southern Tier CEE average, and closer to Eurasian average, on economic reforms.  Economic reforms in Montenegro largely did not begin until the late 1990s.  Since 1998, progress in economic reforms has been significant, though the pace of progress has slowed some since 2002.   EBRD analysis shows Montenegro advancing in 2007 in both first stage economic reforms (in trade and foreign exchange liberalization) and in second stage reforms (in competition policy).     
After regressing for much of the 1990s, democratic reforms leaped forward in Montenegro in 2000-2001.  Since 2001, however, such reforms have largely stagnated.  No democratization gains were recorded in 2007 in Montenegro according to Freedom House in its aggregate political rights and civil liberties scores.

The fight against corruption is the largest democratization gap in Montenegro according to Freedom House measures.  Moreover, drawing from the same dataset, corruption is more problematic in Montenegro than in all the other Southern Tier CEE countries except Kosovo.  Similar results are found in Transparency International’s global dataset of corruption perceptions in 2007.  The EU’s November 2007 assessment of key crime and corruption trends concluded that “no particular progress” can be reported in the fight against organized crime and that it remains a “source of serious concern” in Montenegro.

Montenegro’s economic performance is roughly Southern Tier CEE average, slightly better than that found in Albania and Bosnia-Herzegovina, and well below performances in Bulgaria and Croatia (and the all of the Northern Tier CEE countries).  Nevertheless, Montenegro’s economic performance has advanced very impressively from a low level following a period of stagnation in the 1990s through the early 2000s.  Economic growth has been close to 7% in the past couple of years.  Cumulative foreign direct investment on a per capita basis from 2003-2007 was greater in Montenegro than all other transition countries except Estonia.
Montenegro’s human capital is high by transition country standards, though human capital levels have fluctuated quite dramatically and currently may not be as high as what they were in the mid-1990s.  Only the Northern Tier CEE countries and Croatia have greater human capital according to the MCP human capital index.  While basic health and education indicators are favorable, the quality and/or relevance of education in Montenegro is likely more problematic.
Finally, regional disparities in Montenegro are significant.  The World Bank estimates that poverty rates in the north are close to 20%, and hence roughly two times the national average.  Some municipals in the south have levels of human development (as measured by the UNDP’s Human Development Index) comparable to that found in Croatia overall, while other municipalities, mostly in the north, have levels of human development comparable to that found in Tajikistan overall.  The average disposable wage in Podgorica (in 2005) was roughly two times greater than such wages in the northern municipalities of Rozaje and Plav.
Introduction and Method
This analysis attempts to take stock of Montenegro’s progress in its transition to a market-oriented democracy.  The Monitoring Country Progress (MCP) method employs a two step analysis.  First, we examine reform progress (both economic and democratic reforms) and compare country progress against two sets of plausible phase-out thresholds.  Next, we examine progress in macroeconomic performance and human capital.  
This technique incorporates several basic principles.  One, reform progress is necessary but not sufficient for a country to complete the transition to a market-oriented democracy.  Solid macroeconomic performance and human capital development must ensue for reform progress to be sustained.  Two, gains in macro-economic performance and human capital are also necessary though not sufficient.  Countries (such as Belarus in the case of human capital and Kazakhstan in the case of economic performance) may do well on these “outcome” dimensions in the absence of adequate reform progress, but such conditions cannot be sustained over the long term.  It’s also important to bear in mind that, in some circumstances, progress in economic performance can forestall reform progress, such as seems particularly plausible in the case of energy-exporting economies.  Hence, principle 3, the sequence is important: reform progress needs to precede economic performance and human capital progress.   
These principles underscore the beneficial and critical linkages between reform progress and favorable outcomes from the reforms.  A fourth underlying principle stems from the inter-connectedness of the two reform dimensions as well as mutual causality of the two sets of outcome indicators (i.e. between economic performance and human capital).   Restated, another key consideration in the analysis is the importance of the causal relationships between the transition sectors.  Economic progress contributes to democratization and vice-a-versa; so, too the relationship between the economic sector and the social sector (or human capital), and democratization and human capital.  These inter-relationships were not explicitly taken into account during the phase-out reviews in 2004.  However, they do suggest that sustaining the gains in any one sector is less likely to occur if other sectors are lagging considerably.  The fourth principle re-phrased: the sustainable transition path necessarily involves economic and democratic reforms progressing together in the medium term if not year-to-year; similarly, we want to see relatively balanced results and progress between economic performance and human capital.

Country progress is compared against an illustrative phase-out threshold based on the transition progress of Romania, Bulgaria, and Croatia in 2006, the year in which USG assistance to the three countries was phased out.  
We attempt to estimate when Montenegro may cross a threshold in the future largely by extrapolating from the past.  Adjustments to this extrapolation can then be made on the basis of any additional relevant information.  For example, one might expect progress in democratization to slow in a country as it approaches the “ceiling”; i.e., OECD standards.   This is certainly what we’ve seen in the case of the Northern Tier CEE countries.  External events will no doubt influence the pace of change as well.  In the Balkans, two key such influences are the prospect of EU membership and regional repercussions from Kosovo’s independence.  On the one hand, in regards to EU membership prospects, there might be certain positive influences of possible EU membership that might suggest that the pace of progress in some dimensions would increase somewhat in the future when and if EU membership approaches (again as we saw in the case of the Northern Tier CEE countries).   On the other hand, should EU membership not become a possibility for the foreseeable future, then the costs of being excluded could conceivably outweigh the gains deriving from incentives to join for Montenegro.  There may already be more trade diversion than trade creation, e.g., in the case of the neighboring countries of the EU.  In any event, given the inevitable uncertainties in all country situations, perhaps three scenarios of future trends make sense and are hence used in this analysis.  
Economic and Democratic Reforms
Figure 1 provides a bird’s eye view of reform progress in Montenegro in 2009 vis-à-vis the rest of the transition countries and vis-à-vis the two phase-out thresholds currently considered.  Broadly, Montenegro’s reform progress is at the Southern Tier CEE average on democratic reforms, though below the Southern Tier CEE average on economic reforms.  Similarly, Montenegro is closer to the democracy threshold than it is to the economic reform threshold.  Montenegro’s reform profile from this aggregate view is very close to that of Serbia.

Economic Reforms   Economic reforms in Montenegro largely did not begin until the late 1990s (Figure 2).   Since 1998, according to EBRD data, progress in economic reforms has been significant, though the pace of progress has slowed some since 2002.   EBRD analysis shows Montenegro advancing slightly in 2009 in infrastructure reform and competition policy, while declining slightly in large-scale privatization
.   If one were to extrapolate the pace of progress in the past 3 to 5 years, Montenegro would not achieve the Romania-Bulgaria-Croatia in 2006 economic reform threshold until the mid to late 2010s.
Figure 3  highlights the components of the economic reform index and Montenegro’s 2009 level of economic reform progress in each component relative to standards of advanced industrial market economies (a score of “5” by definition), to the Romania-Bulgaria-Croatia in 2006 threshold, and relative to economic reform progress in Montenegro in 1999.  Progress has been made across the board in economic reforms since 1999, particularly in first stage reforms (of trade and foreign exchange liberalization, price liberalization, and privatization), though gaps remain vis-à-vis the Romania-Bulgaria-Croatia in 2006 thresholds in all nine economic reform indicators.  Montenegro lags the most in non-bank financial reforms. 
Figure 5 shows results from the World Bank’s Doing Business survey.  These microeconomic reform indicators complement the more macro economic reform indicators from the EBRD that go into the MCP’s economic reform index.  Overall, Montenegro’s business climate ranked 71st out of 183 nations worldwide in 2009, an improvement since ranking 81st out of 178 in 2007.  Montenegro’s average rank masks considerable diversity of performance among the business climate indicators that go into the overall ranking (Figure 5).  On those components for which there is good time series data, Montenegro scored the worst (i.e., ranked the highest) in 2009 in, paying taxes (145 rank), enforcing contracts (133 rank), and registering property (131 rank).  Additionally, on these three components, its rankings have been worsening over a 4 year period.  Montenegro’s worst score is on a new indicator, dealing with construction permits (160 rank.)  However, Montenegro scores relatively well in terms of protecting investors (27 rank).  While Montenegro improved on its Doing Business ratings since 2007, its ratings were higher in 2005.  
Democratic Reforms.  After regressing for much of the 1990s, democratic reforms leaped forward in Montenegro in 2000-2001 (Figure 6).  Since 2001, however, such reforms have largely stagnated.  No democratization gains were recorded since 2006 in Montenegro according to Freedom House in its aggregate political rights and civil liberties scores.  Hence, while Montenegro does not have far to go in attaining the democracy threshold, and could close the democracy gaps within a short number of years, an extrapolation of trends in the recent past underscores that it might also take many years to achieve these modest gains needed to meet the thresholds.
There are several democratic reform gaps in Montenegro vis-à-vis the Bulgaria-Romania-Croatia in 2006 thresholds, though most are relatively small gaps (Figure 7).  The largest gap by Freedom House’s analysis is in the fight against corruption.  The most advanced democratization area is civil society, followed by local governance.  Figure 7 also shows the stagnation in democratic reforms in Montenegro since 2003 (the first year that Freedom House separated Serbia and Montenegro in its analysis); only in two dimensions (in local governance and electoral process) has Montenegro moved forward in democratization since 2003.
Montenegro’s independent media is “near sustainable” and slightly below Southern Tier CEE average, according to IREX’s Media Sustainability Index. By this measure, Montenegro’s media is notably more advanced than what it was in the early 1990s, though some backsliding occurred from 2005-2009; a very similar pattern for the Southern Tier CEE countries overall.  .
Montenegro’s NGO sector is in “mid-transition,” and well short of “consolidation,” according to USAID’s NGO Sustainability Index. According to this measure, Montenegro’s NGO sector has advanced modestly from 2005 to 2008 (latest data available).  Montenegro’s NGO sector is less developed than the Southern Tier CEE average (though more advanced than that found in Serbia).  
As previously noted, anti-corruption efforts represent the largest democratization gap in Montenegro according to Freedom House measures.  However, drawing from Transparency International’s global dataset of corruption perceptions in 2009, Montenegro has the lowest perceived level of corruption in the Southern Tier CEE, after Croatia. 
Economic Performance and Human Capital

Progress in economic performance and human capital helps provide some indication of the extent to which progress in economic and democratic reforms (Figure 1) might be sustained.  Re-stated, progress in economic and democratic reforms is a necessary but not a sufficient condition towards completing the transition to market-oriented democracies.  Solid macro-economic performance that is broadly shared throughout the population must ensue.

Montenegro’s economic performance is roughly Southern Tier CEE average, on par with Romania, but below performances in Bulgaria and Croatia (and all of the Northern Tier CEE countries).  Montenegro has far to go towards achieving the Romania, Bulgaria, and Croatia in 2006 economic performance threshold.
Montenegro’s human capital is much more advanced.   Only the Northern Tier CEE countries and Croatia have greater human capital by this score.  Montenegro actually exceeds the level of the Northern Tier nations of Latvia and Lithuania in its level of human capital.  

Economic Performance.  
Figure  disaggregates the economic performance index and shows the gaps against the Romania-Bulgaria-Croatia in 2006 thresholds.  The largest gaps against this threshold are found in the size of the micro, small, and medium enterprise sector (only 36% of total employment), the export sector (export share of GDP is 51), and economic growth (5.4% percent average annual from 2005-2009).  Montenegro’s unemployment rate (and the proportion of those unemployed considered long-term) is also problematic, though this is also true in the threshold countries.
Annual economic growth had been steadily increasing in Montenegro since 2001, and was close to 7% prior to the economic crisis.  However, 2009 marked the worst crisis in Eastern Europe and Eurasia since the output collapse in the early 1990s.  As of November 2009, Montenegro was forecast to register a negative 1% growth in 2009, similar to the forecasts for Bosnia and Macedonia.  By transition standards, this only a minor contraction however, given the enormous contractions forecast for the Baltics, Ukraine and Russia.  

Foreign direct investments have been very significant in recent years and represent a dramatic increase from earlier years.  On a per capita basis, cumulative FDI inflows from 2005-2009 have been higher in Montenegro than all other transition countries.  
As is the case throughout the Southern Tier CEE (and particularly the countries which were formerly republics in communist Yugoslavia), Montenegro’s unemployment rate remains very high. The EBRD estimates the unemployment rate to be close 20% in 2009.  The long-term unemployment rate is close to 17
Human Capital.  Montenegro’s human capital, as measured by the MCP index, is high by transition country standards though human capital levels have fluctuated quite dramatically and currently may not be as high as what they were in the mid-1990s (Figure).
Figure  disaggregates the human capital index and shows the gaps against the Romania-Bulgaria-Croatia in 2006 thresholds.  Basic health and education indicators are quite favorable.   Montenegro’s under five years of age mortality rate was 10.4 deaths per 1,000 children in 2007 according to the World Bank.  This is six points below the Southern Tier CEE average, though six points higher than the Northern Tier CEE standards 
Life expectancy in Montenegro is 74 years; roughly CEE standards.  Females live about five years longer than males on average in Montenegro. Male life expectancy in Montenegro has not changed much during the transition years.  Female life expectancy, in contrast, has actually declined slightly, from 78 years in 1993 to 75 years in 2004. 
The World Bank estimates that there were 23 incidences of TB per 100,000 persons in Montenegro in 2007, up from 10 incidences of TB per 100,000 persons in 2005.   This is still very low by transition country standards, where the average in the Northern Tier CEE countries is 27 per 100,000, in the Southern Tier CEE, 43, and in Eurasia, 91 incidences per 100,000.

Enrollment rates and education expenditures in Montenegro are quite favorable. Depending on the source, primary enrollments are at 94%, and secondary school enrollments at 85.6 %. Public expenditures on education have exceeded 5% of GDP in recent years. 

The quality and/or relevance of education in Montenegro is likely more problematic.  Montenegro has participated in one survey effort that attempts to measure the quality of education across countries: the PISA or the Program for International Student Assessment.  Fifteen year old children are tested in PISA in math, science, and reading to meet real world challenges.  2003 results for Serbia and Montenegro combined underscored that Serbia and Montenegro lag considerably relative to OECD and Northern Tier CEE standards, though are comparable to Bulgaria and Romania standards (Figure 40).  In the 2006 Pisa test results, which disaggregate Serbia and Montenegro, Montenegro scores notably poorer than Serbia in 2006 and Serbia and Montenegro in 2003.  Of the three parts to PISA 2006, Montenegro’s fifteen year olds scored the best in science (412), followed by math (399), and reading (392). 
The World Bank notes that Montenegro is on track to meet millennium development goals related to education.  Nevertheless, “just over two thirds of secondary students are in vocational or technical programs that do not appear well linked to labor market requirements.”  Moreover, “despite efforts to improve school infrastructure, it remains constrained and poorly used, with many urban schools operating on multiple shifts, while smaller rural schools are underutilized.”
 
Among the weakest indicators for Montenegro in the human capital index are in poverty and income.  Montenegro’s per capita income in purchasing power terms in 2009 was roughly $13,781????? (is this right) 3,900, less than Serbia at $4,245 and well below Northern Tier CEE norms (at $11,776), though higher than per capita income in Albania, Bosnia-Herzegovina and Macedonia (Figures.) Vulnerable populations are measured as the average poverty rate at $2.15 per day for children and the elderly.  At $2.15 per day, the national poverty rate in Montenegro is estimated at 15%, the same as the poverty rate for the elderly and children. The rate of institutionalized children in Montenegro is 367 per 100,000, a number well below the Southern Tier CEE, Northern Tier CEE and Eurasian averages.  
Peace and Security  

Finally, we provide some analysis from the recent development of a peace and security (P&S) index. The components of this index are drawn closely from the U.S. government’s foreign assistance strategic framework of peace and security.  The P&S index is made up of six components, with data drawn from global datasets, each of which is an index in itself: (1) counterterrorism; (2) combating weapons of mass destruction; (3) stabilization operations and security sector reform; (4) counternarcotics; (5) combating transnational crime; and (6) conflict mitigation.  

With a total P&S score of 3.6 out of 5.0, Montenegro is above below the 3.3 average for the Southern Tier CEE and almost even with the Croatia, Bulgaria Romania Average of 3.7.  



















� Steps were taken to reduce the cross subsidization of electricity tariffs, while the unbundling of the state owned power utility EPCG has begun.   Also, the Montenegrin government and a Croatian consortium signed concession agreement for the construction of the Bar-Boljare highway from the Adriatic coast to the Serbian border, while the state-owned railways adopted a restructuring plan in line with EU directives (that is, vertical separation).   However, on July 2009 in response to the economic crisis, the government approved the partial re-nationalization of the financially troubled aluminum smelter KAP, the main Montenegrin industrial producer, and the related Niksic Bauxite mine.


� World Bank, Country Partnership Strategy for the Republic of Montenegro (May 2007), pp. 12-13.
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